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Abstract: We build a model of financial sector illiquidity in an open economy. Illiquidity is defined as
a situation in which a country’s consolidated financial system has potential short-term obligations that
exceed the amount of foreign currency available on short notice. We show that illiquidity is key in the
generation of self-fulfilling bank and/or currency crises. We discuss the policy implications of the model
and study issues associated with capital inflows and the maturity of external debt, the role of real
exchange depreciation, options for financial regulation, fiscal policy, and exchange rate regimes.
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.Table 1
Short Term Foreign Debt/International Reserves
Indonesia Korea Malaysia Philippines Thailand
Jun-90 2.21 1.06 0.22 3.18 0.59
Jun-94 1.73 1.61 0.25 0.41 0.99
Jun-97 1.70 2.06 0.61 0.85 1.45
Argentina Brazil Chile Mexico Peru
Jun-90 2.09 2.63 0.89 2.24 3.87
Jun-94 1.33 0.70 0.51 1.72 0.38
Jun-97 1.21 0.79 0.45 1.19 0.50
Source: BIS, IMF
Table 2
M2 as a Multiple of International Reserves
Indonesia Korea Malaysia Philippines Thailand
1993 6.09 6.91 2.09 4.90 4.05
1994 6.55 6.45 2.47 4.86 3.84
1995 7.09 6.11 3.33 5.86 3.69
1996 6.50 6.51 3.34 4.50 3.90
Argentina Brazil Chile Mexico Peru
1993 3.30 1.85 1.73 4.44 1.91
1994 3.73 2.30 1.52 12.63 1.27
1995 3.64 2.22 1.75 4.37 1.31
1996 3.41 2.75 1.91 4.65 1.24
Source: IMF